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Practice Under the Securities Exchange Act *
* A paper presented before the San Francisco chapter of the California State Society of Cer­
tified Public Accountants, April 17, 1935.
By Albert J. Watson
Introduction
The federal securities act of 1933 deals with the issue of new 
securities to be sold in interstate commerce and stipulates the in­
formation to be furnished, so that the buying public may be fully 
aware of the essential elements necessary to exercise prudence in 
the purchase of such securities. The passage of that act gave 
added importance and recognition to the work of public account­
ants and was regarded as the most important legislation affecting 
the growth and practice of our profession in the United States 
since the passage of the state C. P. A. laws.
The security exchange act of 1934 deals with the regulation and 
control of the security exchanges as well as over-the-counter 
markets, the registration of securities, periodic reports from regis­
trants and their officers and the control of margins and loans. 
Prior to the passage of this act the administration of the securities 
act was in the hands of the federal trade commission, but the 
securities exchange act created a new commission, known as the 
“securities and exchange commission,” which is empowered to 
administer both the federal securities act of 1933 and the secu­
rities exchange act of 1934.
It will be recalled that the various investigations conducted by 
congress in 1932 emphasized the necessity of regulating the con­
duct of the stock exchanges and their members, as well as the need 
for greater publicity and information regarding the affairs of 
corporations whose securities are listed on such stock exchanges. 
Although the securities act of 1933, dealing with new issues, was 
the first passed by congress, the regulations promulgated under 
the securities exchange act had been under consideration at the 
same time. Most of the sections of the securities exchange act 
concern the buying and selling of securities and the registration 
and regulation of the security exchanges and their members. The 
act forbids the use of the mails in interstate commerce to any ex­
change which is not registered and, using this as a basis for the 
regulation of over-the-counter markets, empowers the commis-
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sion to provide for registration of dealers in non-listed and over- 
the-counter securities. Members, brokers and dealers are pro­
hibited from entering into any transactions on a security exchange 
unless the security is either exempted or registered under the act 
and it is principally in such registrations that the practice of 
public accounting is affected.
Act
The act itself justifies the necessity for such regulations by 
stating that “transactions in securities . . . upon exchanges and 
over-the-counter markets are affected with a national public in­
terest,” because these transactions are effected by means of the 
mails, they constitute an important part of interstate commerce, 
and they involve securities of those engaged in interstate commerce 
as well as the use of credit directly affecting the financing of trade 
and industry. The act points out that prices established or 
quoted constitute a basis for determining the purchase and sale 
price of securities, the amount of taxes payable to the United 
States and several states by owners, buyers and sellers, as well as 
the value of collateral for bank loans. It is recognized that fre­
quently such prices are susceptible to manipulation and give rise 
to excessive speculation, unreasonable expansion and contraction 
of credit and that national emergencies, which produce wide­
spread unemployment and dislocation of trade and adversely 
affect the general welfare, are precipitated, intensified and pro­
longed by manipulations and fluctuations of security prices. To 
meet such emergencies the federal government is put to such great 
expense as to burden the national credit.
Section 4 of the act establishes a security and exchange com­
mission of five commissioners, appointed by the president with 
advice and consent of the senate and to hold office for a term of 
five years. Section 5 makes it unlawful for any broker, dealer or 
exchange to make use of the mails or any means or instrumentality 
of interstate commerce for the purpose of using any facility of an 
exchange to effect any transaction in a security or to report any 
transaction, unless the exchange is registered. Section 6 provides 
in detail for such registration. Most of the important security 
exchanges have already registered, although there are still a few in 
the smaller cities that have been allowed exemption up to this time.
I shall not discuss in detail section 7, which deals with margin 
requirements for the purpose of preventing excess use of credit in 
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purchasing and carrying securities, nor section 8 which restricts 
borrowing by members of the securities exchanges. I would, 
however, point out that sections 9 and 10 prohibit many of the 
methods and devices heretofore in use in the manipulation of 
security prices. Joseph P. Kennedy, chairman of the securities 
and exchange commission, on April 16th asked the exchanges to 
enforce the rules devised by the commission to put a check upon 
manipulative practices. These rules are generally designed to 
prevent exchange members from profiting at the expense of their 
customers, to prevent excess trading and to restrict the personal­
account operations of specialists to the needs of orderly markets. 
The commission has requested the exchanges to adopt these rules 
as their own, thus making the enforcement of the rules of the 
commission more flexible and in the manner of an experiment.
Section 16 requires the owner of more than ten percent of any 
class of an equity security registered on a national security ex­
change, as well as directors and officers, to file a statement of the 
amount of such securities owned, in addition to monthly reports if 
any changes have taken place in such ownership. The same sec­
tion seeks to prevent unfair use of information by such owners, 
directors and officers to realize a profit on such securities, and it 
permits stockholders to bring suit to recover such profit.
Before I describe the section providing for registrations and 
reports, I should like to draw special attention to section 18, which 
deals with the liability for misleading statements. This section 
includes officers, directors and accountants and is as follows:
“Any person who shall make or cause to be made any statement 
in any application, report or document filed pursuant to this title 
or any rule or regulation thereunder, which statement was at the 
time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact, shall be 
liable to any person (not knowing that such statement was false 
or misleading) who, in reliance upon such statement, shall have 
purchased or sold a security at a price which was affected by such 
statement, for damages caused by such reliance, unless the person 
sued shall prove that he acted in good faith and had no knowledge 
that such statement was false or misleading.”
It will be observed that this section differs from section 11 of the 
federal securities act of 1933, which stated that an accountant 
may be sued by any person acquiring a security in case the state­
ment or report prepared or certified by him contained an untrue 
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statement of a material fact or omitted a material fact required to 
be stated therein or necessary to make the statements therein not 
misleading.
Although the technical language of the acts differs, the dif­
ference in degree of liability has been stated by Commissioner 
James M. Landis somewhat as follows: The accountant’s lia­
bility under the exchange act places upon the accountant the 
necessity of establishing that he acted in good faith and had no 
knowledge that the statement was false or misleading in light of 
the circumstances in which it was made. The liability of the 
accountant under the securities act of 1933 is somewhat broader 
but, in substance, places upon him the necessity of establishing 
that he exercised due care as well as good faith and lack of knowl­
edge of the false and misleading character of the statement. An­
other difference between these two liabilities is the lack of the 
reliance requirements in the securities act and the presence of the 
reliance requirements in the exchange act. Both liability sec­
tions, however, deal with material facts and the best definition of 
these words that I can find is: “A fact, the untrue statement or 
omission of which would be likely to affect the conduct of a rea­
sonable man with reference to acquisition of holdings or dispo­
sals of the securities in question”.
Both “material” and “fact” must be considered. What is 
material has naturally a relationship to something else as well as 
the circumstances. In stating facts the accountant must not 
confuse these with opinions nor must there be only representa­
tions of facts. I would recall that the amendments to the secu­
rities act redefined the standard of reasonableness as a defense by 
stating that the standard required is that “of a prudent man in 
the management of his own property.” One can write his own 
definition of the average prudent man or prudent investor, who 
is the judge under the act as to liability. I question seriously if 
there be such a person or whether we could have any two courts 
agree on the specifications of such a person.
Section 13 empowers the commission to prescribe the rules for 
the filing of current information with the exchange and annual 
reports, certified if required by the commission and in such form 
or forms as the commission may demand. So far the regulations 
and forms dealing with periodical reports have not been published.
I come now to the section of the act—namely, section 12— 
which relates to registration requirements for securities and stip­
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ulates that it will be unlawful for any member, broker or dealer 
to deal in any securities on a national exchange, unless such 
securities are registered on such an exchange by the issuer by the 
filing of an application with the exchange and the commission. 
The section provides the details to be set forth in making such 
application. As most of these requirements in paragraphs “A” 
to “J” have been provided in form 10, I shall discuss them later. 
After registration the exchange authorities certify to the commis­
sion that the security has been approved by the exchange for 
listing and registration, and the registration then becomes effec­
tive within thirty days thereafter. I would point out that the 
commission itself does not consider the application or registration 
but merely provides rules and regulations and the avenue for 
publicity and the source of information for the security purchaser 
or holder.
Regulations and Forms
After the passage of the act, a committee of members of the 
national organizations of public accountants was formed to co­
operate with the commission in devising forms and regulations 
for registration. A copy of the report of this committee was pub­
lished in the Bulletin of the American Institute of Accountants on 
January 15th, and I would point out that of the seven recommen­
dations made by the committee the first four were adopted and 
followed by the commission. This report advised that the finan­
cial information required should be limited to that which is of 
substantial value to investors and that, although uniformity of 
accounting principles is desirable as an ultimate objective, the 
registrant should only be required to indicate the principles which 
are followed. Throughout the forms and regulations resulting 
from the cooperation of the accountants and the commission 
there is evident a broad and sympathetic understanding of the 
problems of corporations which seek registration of securities and 
the limitations of presentation of facts in financial statements.
The form for application for registration pursuant to section 12, 
"b” and “c,” of the securities exchange act of 1934 for corpora­
tions, known as form 10, emphasizes the fact that "the registrant 
may file statements and schedules in such form and order and 
using such generally used terminology as will best indicate their 
significance and character in the light of the instructions.” This 
illustrates the spirit indicated throughout the instructions them­
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selves. The regulations, of course, also provide means for the 
registration of securities issued and not yet listed and securities 
not yet issued. At the present time, we, as members of the 
profession, are particularly interested in the preparation of the 
financial data required under form 10 for the permanent registra­
tion of securities at present temporarily registered and listed on 
national security exchanges.
Form 10
For corporations temporarily registered and having a fiscal year 
ended December 31, 1934, the last date of filing financial state­
ments in form 10 has been extended to June 30th, but as thirty 
days must elapse (after the commission receives certification that 
the security satisfies the listing requirements and has been ap­
proved for listing and that the exchange has received and ap­
proved form 10) before registration becomes effective and as such 
securities must be permanently listed not later than July 1, 1935, 
I doubt if any further extension can be granted. For corpora­
tions whose securities are at present listed temporarily, whose fis­
cal year closes after December 31, 1934, form 10 must be filed and 
agreement made to furnish financial and other data within 
ninety-three days after the closing of the fiscal year of the 
registrant.
As the first thirty-three requirements of form 10 deal with facts 
not intimately related to the financial statements I shall describe 
them only briefly. The first ten deal with the organization, No. 
11 with the history and general character of the business and 
No. 12 with the location of its plants, etc. Nos. 13 to 16 provide 
for details of the funded debts of the registrant and its subsidiaries, 
its capital stock, securities, guarantees and warrants and rights. 
Nos. 18 to 22 call for details regarding funded debts and securities. 
Requirement 23 asks the registrant to furnish information re­
garding securities sold to any other than employees during the 
previous three years. Included under this requirement are the 
securities which the registrant itself has acquired and resold. 
Requirements 24 to 32 request certain information relative to 
names, addresses and salaries of directors and officers as well as 
remuneration paid to others in excess of $20,000; details of the 
securities of the registrant owned “of record” by anyone holding 
over 10 per cent of any class of equity securities of registrant; and 
similar information for holdings (of record or beneficially) of 
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directors, officers and others. Details are also requested of 
bonuses in excess of $30,000 and of management and other con­
tracts. No. 33 requires all information regarding options to 
purchase securities from registrant.
No. 34 is of particular interest to accountants, not only because 
of the information requested, but also because the answers shall 
be separately certified by (a) the directors, (b) the chief ac­
countant of the registrant or (c) independent public accountants 
or independent certified public accountants. Item “K” of sec­
tion 12 of the act empowers the commission to request any 
further financial statements it may deem necessary for the protec­
tion of investors. Many changes have been made by corpora­
tions, both in their capital structure and valuations of assets 
during the past few years, and for that reason this detail, which is 
the only historical information called for in the form, has been 
requested. The commission requires, under No. 34, similar 
information from the parent company as well as the subsidiaries, 
consolidated and unconsolidated, as to the increases and decreases 
in investments in properties, plant and equipment or intangible 
assets resulting from substantially revaluing such assets. The 
dates of such revaluation, amounts of write-ups and write-downs 
and accounts affected, including contra entries and adjustments 
to related reserve accounts for the period from January 1, 1925, 
must be given with explanations. No. 34 also requires the regis­
trant to furnish, for the same period, details of any restatement of 
the capital stock of the parent and subsidiaries—the amount and 
contra entries are to be given. If there has been an original 
issue of capital stock and particularly if any part of the proceeds 
were credited to surplus, these amounts must be stated. Having 
in mind the fact that published earnings of corporations have been 
affected by the writing off of bond discount and expense, informa­
tion of any such amounts written off earlier than required since 
January 1, 1925, must be furnished and the accounts affected must 
be indicated. I understand that it was suggested that the scope 
of this requirement be extended to include the analysis of surplus 
for the ten-year period, but the accountants’ committee pointed 
out that this would be undesirable and that the information 
otherwise required would probably account for all important 
matters affecting the surplus accounts.
Under rule UB-2, published by the commission, if any registrant 
filing an application, a report or document wishes to object to the 
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disclosure of the information contained therein he may file that 
portion of such document containing such information separately 
and marked “confidential”, with written objections as to why 
such disclosure is not in the public interest. Unless the commis­
sion determine that such information shall be disclosed, it shall be 
kept confidential.
The definitions set forth in instructions for form 10 are worthy 
of careful study by all accountants. The following items are of 
particular interest:
1. The term “control” (referring particularly to parent com­
panies) means the possession directly or indirectly of the power to 
direct or cause the direction of the management and policies of a 
person whether through the ownership of voting securities by 
contract or otherwise.
2. The term “affiliate” refers to a person that directly or in­
directly through one or more intermediaries controls or is con­
trolled by or is under common control with the registrant.
3. The term “parent” refers to an affiliate controlling the reg­
istrant directly or indirectly through one or more intermediaries.
4. The term “subsidiary” refers to an affiliate controlled by the 
registrant directly or indirectly through one or more intermedia­
ries.
Financial Statements
The financial statements required are:
1. Balance-sheet.
2. Profit-and-loss statement.
3. Consolidated balance-sheet and consolidated profit-and-loss 
statement prepared in accordance with rules of the commis­
sion regarding consolidation.
4. For subsidiaries not consolidated:
(a) Separate consolidated or combined statements, or
(b) Individual statements for each subsidiary.
An amendment provides that consolidated statements alone 
may be submitted where the registrant is primarily an operating 
company and the subsidiaries are in practical effect operating 
divisions of the registrant.
Throughout the instructions dealing with these statements and 
the schedules supporting them the commission has undertaken to 
announce a number of accounting principles and requirements for 
presentation. Particular stress has been laid on disclosure as to 
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methods used, and in these respects I believe form 10 and other 
forms published by the commission have materially aided the 
accounting profession in establishing the practice and procedure 
which every accountant has desired to follow in the past but 
frequently has been unable to follow because of the opposition of 
clients. This, I believe, is a long step in the right direction and, 
I should like to review briefly these principles or methods or 
requirements of disclosure in the instructions relative to the 
preparation of the various statements and schedules:
Accounting principles: If any changes in accounting principles 
or practices have been made during the period covered by the 
profit-and-loss statements and such changes affect a proper com­
parison with statements for the preceding accounting period, the 
necessary explanations must be given by foot-note to the balance- 
sheet or profit-and-loss statement.
Foreign exchange: Basis for conversion of all items in foreign 
currency shall be stated and the amount and disposition of result­
ing unrealized profits or losses shown if significant. This require­
ment is necessary for both balance-sheet and income account.
Subsidiaries: (a) When the assets or revenues are significant, 
separate statements of subsidiaries not consolidated must be 
furnished where the registrant owns over 50 per cent of the voting 
power.
(b) The registrant shall not consolidate companies in which it 
does not own, directly or indirectly, securities representing more 
than 50 per cent of the voting power, subject to the provision that 
it shall follow the principle of inclusion or exclusion which in the 
opinion of its officers shall most clearly reveal the financial posi­
tion of the registrant and its subsidiaries. The principle adopted 
shall be stated in a note to the consolidated statement.
(c) If the fiscal year of a subsidiary ends on a date different 
from that of the registrant, it may be consolidated if the difference 
is not more than 93 days, if the closing date is indicated, and if the 
necessity for use of a different date is explained and any changes in 
the respective fiscal periods of both the registrant and subsidiary 
made during the period of report are indicated.
Consolidated balance-sheet: (a) The consolidated balance-sheet 
must show separately the minority interest in capital and surplus 
of the subsidiaries consolidated.
(b) By foot-note or otherwise must be reflected the extent to 
which the equity of the registrant in its unconsolidated subsidi­
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aries has been increased or diminished since the date of acquisi­
tion, as a result of profits, losses and distributions.
Consolidated profit-and-loss accounts: (a) The principle under 
which inter-company profits and inter-company sales are handled 
in the consolidated profit-and-loss account must be stated. In 
general these items shall be eliminated but where not eliminated 
the reasons should be stated.
(b) The registrant’s proportion of the sum of or difference be­
tween current earnings or losses and the dividends declared or 
paid by unconsolidated subsidiaries shall be shown by footnote or 
otherwise.
(c) For subsidiaries consolidated the difference between the in­
vestment in such subsidiaries as shown by the books and the 
equity in the net assets in said subsidiaries as shown by the books 
of the latter must be stated, and the principle adopted must be 
indicated.
The specific requirements for balance-sheet, profit-and-loss 
statement schedules, etc., should of course receive the careful 
attention of accountants.
Examination by and Certificate of Public Accountants’ 
Certificate
Form 10 provides that the financial statements submitted with 
the registration statement shall be accompanied by a certificate of 
independent public or independent certified public accountants. 
The regulations issued under the federal securities act of 1933 
prescribed the concluding paragraph of the accountant’s certifi­
cate to be attached to the balance-sheet and profit-and-loss ac­
counts required in form “A-l”. This, however, has been 
amended and the specifications outlined for accountants’ cer­
tificates under both acts are now identical. The former require­
ment that a partner signing the partnership name should also sign 
his own name has been omitted. The principal specifications of 
the certificate as contained in the instructions in form 10 may be 
enumerated as follows: (1) It shall be dated; (2) It shall be 
reasonably comprehensive as to scope; (3) It shall state the 
opinion of the accountant in respect to the financial statements 
and the accounting principles and procedures followed by the 
registrant.
The American Institute of Accountants, through its special 
committees on cooperation with the security and exchange com-
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mission, has expressed the hope that the suggested form for ac­
countants’ reports agreed upon by the special committee of the 
Institute on cooperation with stock exchanges and the committee 
on stock list of the New York stock exchange can be used sub­
stantially as a basis for the accountants’ certificate under the 
various regulations of the commission.
Scope of Examination
As a practical matter all accountants will wish to know how 
this new legislation has in any way extended or restricted the 
scope of their examination and the detailed work involved under 
the programs of examination and audit. In the instructions 
under form 10 the commission did a great favor to the profession 
by recognizing the restricted scope of periodical examination by 
stating that "accountants may give due weight to an internal 
system of audit regularly maintained by means of auditors em­
ployed on the registrant’s own staff. In such case the account­
ants shall review the accounting procedures followed and by ap­
propriate measures shall satisfy themselves that such accounting 
procedures are in fact being followed.” It should be borne in 
mind that the examination of the accounts of a corporation for the 
purpose of preparing financial statements over a period of years, 
to be submitted to a prospective security buyer, differs somewhat 
in scope from the annual examination made by an accountant for 
his regular client. I can do no better than recommend as a basis 
for the program of the accountant in making an examination for 
form 10 the revised booklet published by the federal reserve board 
in 1929 known as Verification of Financial Statements which was 
the work of a special committee of the American Institute of Ac­
countants. I believe you will find this furnishes a comprehensive 
program for such an examination and will develop the information 
necessary for the verification of the financial statements and prep­
aration of schedules. As the instructions for form 10 indicate 
generally what is to be included under each item of assets and 
liabilities on the balance-sheet and also call for specific items of the 
profit-and-loss account and as the various notes furnished under 
the forms of the various schedules instruct the registrant in the 
preparation of these statements, it is unnecessary to review them 
in detail.
The instructions, I believe, are in accordance with the best in 
present practice and emphasis is given to up-to-date thought and 
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opinion. The commission has stated that it consulted a large 
number of persons, not only accountants but also businessmen, 
bankers, brokers and professors. Recognition has been given to 
Professor Sanders’ objection to the use of the word “value” on a 
balance-sheet and his recommendation that accountants should 
recognize the distinction between “amount” and “value.” I 
believe accountants agree that cost of property rarely represents 
the present value, and market quotations of securities are not 
always realizable values.
Conclusion
The practice of accountancy under the requirements of the 
securities act and the securities exchange act has been beneficially 
affected not only by the recognition of the advantage to stock­
holders of requiring examinations by public accountants but also 
by the enunciation by a government agency of certain accounting 
principles without attempting uniformity. No longer must the 
public accountant single-handed strive against the prejudiced 
desire of the officers of clients for what he believes to be fair and 
correct presentation of facts in the financial statements. Whether 
the client be a registrant of securities on the exchanges or not the 
published rules of the commission based on these federal laws 
should prove an important ally for the practising accountant. 
Some members of the profession may object to principles and 
standards set by any government agency as being too restrictive 
for the proper practice of a profession in what is not an 
exact science, but we can not ignore the continued criticisms of 
investors, bankers and others regarding the statements published 
in stockholders’ reports in past years and particularly the lack of 
adequate description of items and proper disclosures. The in­
vestor looks to the public accountant to help to educate the man­
agement of clients, and we must pledge our cooperation because 
only by so doing can we avoid the objectionable results which 
would come from the requirement of uniformity of accounts and 
statements by government agencies. By cooperation with the 
commission in the administration of these securities acts there is 
assurance for the profession’s continued growth and responsibil­
ity. Surely we can accept the challenge of Commissioner Landis 
to do our part in bringing about “candor, honesty and integrity 
in corporate finance.”
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